Abstract
Introduction
Companies appoint directors to carry out day-to-day functions required by the company. 1 A company director, apart from owing the company a fiduciary duty, is also under a duty to exercise care and skill when executing his or her duties. 2 A director's duty of care and skill entails that he or she must carry out the functions of his or her office 3 and exercise the powers of that office bona fide for the benefit of the company. 4 In South Africa, the common law duty of directors to exercise care and skill has been partially codified by the Companies Act. 5 There are practical difficulties in prescribing an appropriate and acceptable standard of care and skill for company directors mainly because directors are not members of a professional body. 6 At common law the courts exercised judicial restraint when they assessed the directors' exercise of powers in running the company. 7 However with changes in the corporate landscape across the world, directors' decisions are under constant scrutiny. 8 A director who fails to observe his or her duties of care and skill to the company can be held liable in delict for damages. 9 In order to counter the new less subjective and more rigorous duty of directors to exercise care, skill and diligence, the Companies Act 71 of 2008 imported the Business Judgment Rule as a defence to be used by directors. 10 This article examines a director's duty to exercise care and skill under the common law. It also discusses the partially codified directors' duty to exercise care, skill and diligence under the Companies Act of 2008 and its relationship with the Business Judgment Rule.
The Common Law Duty of Directors to Exercise Care and Skill
If a director did not exercise care and skill in executing his or her duties then s/he will be liable for any loss suffered by the company as a result of his or her conduct. The director's liability stems from delict and in some instances from a breach of contract. In Du Plessis NO v Phelps, 11 Friedman JP ruled that "Apart from their statutory duties, directors owe fiduciary duties to the company as well as a common law duty to take reasonable care in the management of the company's affairs. Liability in the event of a director failing to take reasonable care in the management of the company's affairs is based on the principles of the Lex Aquilia. The basic requisite for liability under the Lex Aquilia is fault, i.e. dolus or culpa which results in loss to the plaintiff." 12 South African law regarding directors' duty of care and skill has been influenced heavily by English law. 13 Consequently, English law and South African law adopted a conservative attitude towards the directors' duty of care and skill. 14 Historically the common law made little demands on directors to exercise care and skill, and the directors were at liberty to manage the companies albeit incompetently. 15 The duty was couched in undemanding terms. 16 At common law a director was required, in the performance of his or her duties, to exercise the care and skill that may be expected of a person with his or her knowledge and experience. 17 A mere error in judgment in the absence of gross negligence was not enough to find a director liable. 18 The Ltd & Others. 19 Margo J articulated the principles reflecting the legal position in South Africa. Firstly, the extent of a director's duty of care and skill depends to a considerable degree on the nature of the company's business and on any other particular obligation assumed by or assigned to the specific director. 20 Differentiation is also made between the so-called full-time or executive director who participates in the day to day management of the affairs of the company, and the non-executive director whose duties are of an intermittent nature. 21 The non-executive director is not bound to give continuous attention to the affairs of the company but has to perform his or her duties at periodical board meetings or any other meeting that may require his or her attention. 22 S/he is not bound to attend all such meetings although s/he ought to whenever s/he is reasonably able to do so.
Secondly, a director is not required to have any special business acumen or expertise, ability or intelligence, or even expertise in the business of the company. 23 However he or she is expected to exercise the care which can reasonably be expected of a person of his or her knowledge and experience. A mere error of judgment will not lead to the director being liable. 24 There is a further striking contrast between director's heavy duties of loyalty and good faith and his or her less onerous obligations of skill and diligence. Nevertheless, a director may not be indifferent or a mere dummy. 25 Nor may he or she shelter behind culpable ignorance or failure to understand the company's affairs.
Thirdly, in respect of all duties that may be left to some officials, a director is, in the absence of suspicion, justified in trusting that officials to perform such duties honestly. 26 A director is also entitled to rely on the judgment, information and advice of the management unless proper reasons exist for querying such. 27 However, a director exercising 11 Du Plessis NO v Phelps1995 (4) SA 165 (C) . 12 Ibid 170B-C. 13 Bill of 2007 FHI Cassim et al.Contemporary Company Law. 2ed. (2012) 555. 17 Ibid. see also Re Brazilian Rubber Plantations & Estates Ltd(1911) 429-30; Huckerby v Elliott (1970) reasonable care would not accept information and advice blindly but would give it due consideration and exercise his or her own judgment accordingly. Each director must thus make the necessary effort to understand the company business and affairs and exercise his or her own judgment based on personal knowledge and experience as well as the information and advice given by the company officials.
In It is clear that under the common law ordinary negligence alone was not sufficient to hold directors liable for breach of their duty of care and skill. 30 In Daniels v Anderson, 31 the court, after considering leading English cases, 32 concluded that "the negligence spoken of was something grosser or more culpable determined by subjective tests?" South African courts have relied on English judicial precedence and followed a lenient approach in holding directors accountable for breach of their duty of care and skill. 33 In this regard, a subjective test was used to determine or ascertain the duty of care and skill. The reasoning behind this approach was that shareholders were responsible for the competence of appointing directors and those directors were not full time and most directors were employed for their reputation rather than their skill and expertise. 34
Movement Towards a Stringent Director's Duty of Care and Skill in South Africa
The test for a director's duty of care and skill has been criticised in recent times as being relatively low. 35 Du Plessis 36 is of the view that the scene has changed considerably for directors in recent years since the influential English decision of In Re City Equitable Fire Insurance Co Ltd. A good example is the case of Daniels v Anderson, 37 although an Australian case, it has had a huge influence in South Africa. The court held that the modern law of negligence should be used to determine whether a director was in breach of his or her fiduciary duty. It also suggested that a more objective approach to the director's duty to exercise care and skill is appropriate. 38 The case of Daniels v Anderson therefore represents a change of attitude by the courts not only in Australia but also in South Africa as it brings an abrupt end to the notions that a director's duty of care, skill and diligence should be subjectively assessed. 39 An indication of a movement towards an objective approach into the directors' duty of care and skill is evidenced by section 43 of the South African Close Corporations Act. 40 Section 43(1) states that: "A member of a corporation shall be liable to the corporation for loss caused by his failure in the carrying on of the business of the corporation to act with the degree of care and skill that may reasonably be expected from a person of his knowledge and experience."
The other piece of legislation worth mentioning is the Banks Act. 41 This Act regulates all the banks in the Republic of South Africa, and in terms of section 60 (1) of care and skill. The directors have to act bona fide for the benefit of the bank and avoid any conflict of interest. 42 Section 60 also states that a director must possess and maintain the knowledge and skill that may reasonably be expected of a person holding a similar appointment or carrying out similar functions; the director is expected to exercise the care in carrying out his or her functions in relation to the bank as may reasonably be expected of a diligent person who holds the same appointment under similar circumstances, and who possesses both the knowledge and skill of the position of a director and any such additional knowledge and skill as the director in question may have. 43 The King II Report 44 is also important in this regard as it has provided certain guidelines for directors in performing their duties of care and skill. The report stated that directors: It therefore did not come as a surprise that the Companies Act 71 of 2008 followed this trend and codified the directors' duty to exercise care, skill and diligence.
A Director's Duty to Exercise Care, Skill and Diligence under the Companies Act 71 of 2008
The Companies Act 46 upgrades the director's duty of care and skill, and it imposes a less subjective and more demanding standard for directors than the common law. The introduction of this statutory duty reflects the modern commercial fact and contemporary attitude towards the management of companies as well as corporate governance best practices. 47 Section 76 (3) (c) of the Companies Act relates to the director's duty to exercise care, skill and diligence and imposes a less subjective test; it tightens up the director's common law duty to exercise care and skill. 48 Section 76(3) (c) states that: Subject to subsections (4) and (5), a director of a company, when acting in that capacity, must exercise the powers and perform the functions of director-with degree of care, skill and diligence that may reasonably be expected of a person-(i) carrying out the same functions in relation to the company as those carried out by that director; and (ii) having the general knowledge, skill and experience of that director.
The Act has partially codified the director's duty to exercise care, skill and diligence, in so doing preserved both the objective and subjective elements. 49 The duty sets a two legged test for the director, the first leg is contained in subsection (i) which is objective meaning that all directors should meet that threshold to avoid liability 50 and subsection (ii) has a subjective test which requires the experience of that particular director. 51 The consequence of the subjective element is that if a director is found to have greater knowledge and skill than could reasonably be expected of a person carrying out his or her functions in relation to the company, he or she will be held liable to a higher standard. 52 The court will have to determine the degree of care, skill and diligence that may be expected of a director "carrying the same functions in relation to the company as those carried out by the director and secondly the court has to go further and make a value judgment as to the degree of care, skill and experience that can be expected from such a director". 53 This duty of a director does not substitute the common law duty of the director to exercise care and skill. 54 This means Conflict of Interest" (2014) vol. 5 No 9 MJSS 75, 76 -82. 43 FHI Cassim et al. Contemporary Company Law.2ed (2012) 558. 48 Ibid. 49 Negligence" (1996) FHI, Cassim. et al….Contemporary Company Law. 2ed. (2012) 560. 54 Ibid. therefore that a director can be held liable in terms of the common law principles of delict for any loss, damages or costs incurred by the company which resulted from the director's breach of his or her statutory duty of care and skill. 55 The standard of care, skill and diligence is now partly objective 56 and partly subjective. It is objective to the extent that the director must exercise the degree of care, skill and diligence that may reasonably be expected of a person carrying out the same functions as the director. 57 A director who accepts the position of director without the necessary knowledge, skill and experience does so at his or her own risk. 58 The director who cannot demonstrate the degree of skill, care and diligence has an option to resign to avoid being held delictually liable for his or her conduct in the company's affairs. The test is also partly subjective to the extent that the knowledge, skill and experience of the particular director are also taken into account. 59 The more skilled, knowledgeable and experienced the director is, the higher the level of skill that he or she must exercise. 60 The level of care, skill and diligence that he or she must exercise must at least be what may reasonably be expected of a person carrying out some functions as those carried out by the director. 61 The Companies Act 62 shows the extent to which South African law has developed and is deviating from wellestablished common law principles. 63 The common law has not been completely discarded by the Act 64 . In terms of section 77(2)(b), a director will be liable in accordance with the principles of the common law relating to delict for any loss, damage or costs sustained by the company by virtue of the director having breached his or her duty of care, skill and diligence. 65 According to section 218 (2), 66 any person who contravenes any provision of the Act is liable to any other person as a result of the contravention. This means that even a creditor can sue a director for failure of exercising care, skill and diligence in terms of this provision. 67 Section 214 of the Companies Act states that a person will be guilty of an offence if he or she commits fraud against the company, the creditors or employees of the company. Over and above the civil and criminal liabilities which the director can incur if he or she breaches his or her duty of care, skill and diligence, he or she can also be declared delinquent in terms of section 162. 68 In terms section 162 of the Act, the company or shareholders and certain other parties can apply to court for an order declaring a person to be delinquent or under probation if a director acts in any manner that amounts to negligence, wilful misconduct or breach of trust in executing his or her duties. 69 Any declaration of delinquency will subsist for the lifetime of the person declared delinquent. 70 This raises the bar in respect of the expected level of director's duties to companies in South Africa 71 and it is not a surprise that the legislature decided to include the Business Judgment Rule to counteract the onerous provision in the Companies Act.
Section 60(1A) (a-b) of Banks Act 94 of 1990. For more details about the directors' duty to avoid conflict of interest, see JC Kanamugire "The Impact of the Companies Act 71 of 2008 on the Traditional Director's Duty to Avoid
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The Business Judgment Rule (A New Defence for Directors)
The Business Judgment Rule has been introduced in the Companies Act to try and soften the duty of care, skill and diligence which was codified by the new Companies Act. 72 The rule was developed in the United States of America alongside the duty of care 73 and it entails that courts should exercise restraint in holding directors accountable for business decisions which produce poor results. 74 Provided that the director made a decision in good faith, with care and on an informed basis, the wisdom of business decisions are not within the scope of judicial review. 75 The need for a rule of this kind in our law was echoed back in 1994 76 where it was suggested that the 1973 Companies Act should be amended to change the directors' duty of care and skill in order to encourage entrepreneurship 77 and entice persons of skill to accept appointments in enterprises and the promotion of higher standards of corporate governance. 78 The elements of the Business Judgment Rule in the American context are as follows: "a business decision; disinterestedness; due care; good faith; and no abuse of discretion or waste of corporation assets." 79 The purpose of the rule includes among other things encouraging risk taking; persuading competent persons to undertake the office of the director, prevention of judicial second-guessing; avoiding shareholder management in the corporation; and permitting effective market mechanisms to manage director behaviour. 80 According to section 76(4) (a) 81 a director is deemed or presumed to have exercised his or her powers with reasonable care, skill and diligence as contemplated by section 76(3) (b) and (c) if:
(i) the director has taken reasonably diligent steps to become informed about the matter; (ii) either-(a) the director had no material personal financial interest in the subject matter of the decision, and had no reasonable basis to know that any related person had a personal financial interest in the matter; or (b) the director complied with the requirements of section 75 with respect to any interest contemplated in subparagraph (aa); and the director made a decision, or supported the decision of a committee or the board, with regard to that matter, and the director had a rational basis for believing, and did believe, that the decision was in the best interests of the company. In exercising his or her duties, a director is allowed to rely on the company employees' information, opinions, reports or statements they provide. 82 In addition the director can rely on legal counsel, accountants, or professional persons retained by the company, if the director reasonably believes that the matter falls within the particular person's professional or expert competence. 83 Since the Business Judgment rule is borrowed from the United States of America, it is likely that the South African courts will look to court judgments from other countries in interpreting the rule. It is a pre-requisite for the rule to be applicable that the decision taken by the directors be rational as an irrational decision is indicative of bad faith. 84 In the case of Shuttleworth v Cox Brothers & Co (Maidenland) Ltd, 85 the court was of the view that the absence of rationality in deciding that a certain course of action will benefit the company can be an indication of lack of good faith.
A proper illustration of where the application of the Business Judgment Rule was considered is the case of Smith v Van Gorkum. 86 In this case, a class action was brought by the shareholders of Trans Union Corporation (a company) originally seeking the rescission of cash out merger of Trans Union. The company was alternatively seeking damages from the directors for their negligence in agreeing to sell the company's shares without giving due consideration to the price. In the court of first instance, judgment was given in favour of the defendant directors. The basis for the finding was that: the directors had acted in an informed manner so as to be entitled to protection of the Business Judgment Rule in approving the cash-out merger; and the shareholders' vote approving the merger should not be set aside because the stakeholders had been fairly informed by the Board of Directors before voting in favour of it.
On appeal the court reversed the decision of the court a quo as erroneous and held that the directors could not successfully invoke the Business Judgment Rule to escape liability. The court advanced the following reasons for its decision:
• the directors did not adequately inform themselves as to Van Gorkom's role in forcing the sale of the company and in establishing the par share purchase price; 87 • Van Gorkom, the director, had made a short presentation of approximately twenty minutes to the board; 88 • Such a decision to sell the company needs more time to consider before making a decision; 89 • the directors were uninformed as to the intrinsic value of the company; 90 Care and Skill" (1997) SALJ 65, 76. 79 Ibid at 73. 80 DP Lee "The Business Judgment Rule: Should it Protect Non-Profit Directors" (2003) 103 Columbia Law Review 925, [945] [946] [947] [948] [949] [950] [951] [952] [953] [954] [955] [956] [957] [958] [959] [960] Companies Act 71 of 2008; s 76(4,)(a) . 82 P Delport "The New Companies Act Manual" (2009) 60. 83 Ibid. 84 FHI Cassim et al Contemporary Company Law.2ed. (2012) 564 . 85 Shuttleworth v Cox Brothers & Co (Maidenland) Ltd (1927) 2 KB 9 (CA) 23. 86 Smith v Van Gorkom 488 A.2d 858 (Del. 1985) . 87 Ibid. 88 Ibid. 89 Ibid. 90 Ibid. • with the given circumstances, at the very least, the directors were grossly negligent in approving the sale of the company upon two hours consideration, without prior notice, and the exigency of a crisis or emergency. It is important to note that there was no allegation of fraud, bad faith or self-dealing and it is therefore a classic example of balancing the director's duty of care, skill and diligence and business judgment of directors. 91 So long as directors act in good faith, rationally and avoid conflict of interest the Business Judgment Rule allows them to avoid the rigorous duty to exercise care and skill.
The effect of the United States styled Business Judgment Rule is that it will neutralise the objective standard imposed by the partially codified duty of directors to exercise care, skill and diligence.
Conclusion
The new Companies Act has brought with it new changes like the American styled Business Judgment Rule and the partial codification of directors' duties of skill, care and diligence. The partial codification of the directors' duties has far reaching consequences 92 to be considered by aspiring directors. The Act imposes liability on directors in the performance of their duty to exercise care and skill which has been partially codified to make sure that South African law is in line with other developed countries. The Business Judgment Rule therefore serves as a tool which alleviates the burden imposed by the new Act. The rule being an imported concept, foreign judicial decisions will be of guidance when judges are interpreting it. However, it should be noted that American courts have different rules of interpretation and the rule is not codified in the United States of America.
